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RESEARCH 

Research Update: 

American Water Works Assigned 'A-' Corporate Credit 
Rating, On Watch Neg 
Publication date: 13-Ocl-2006 
Primaly Credit Analyst: Kenneth L Farer, New York (1) 212-438-1679; 

kenneth-farer@standardandpoon.com 

Rationale 
On Oct. 13, 2006, Standard E. Poor's Ratings Services assigned its 'A-/A-Zr 
corporate credit rating to American Water Works Co. Inc. At the same time, 
Standard & Poor's affirmed its 'A-' rating on American Water Capital Corp., a 
wholly owned subsidiary of American Water Works, that serves as the funding 
vehicle for American Water Works' regulated water utility subsidiaries. 
Standard & Poor's also assigned its 'A-2' rating to American Water Capital's 
$700 million commercial paper program. 

The ratings on American Water Works were placed on Creditwatch with 
negative implications. The ratings on American Water Capital are also on 
Creditwatch with negative implications, where they were placed on NO". 7. 
2005. 

completion of the sale of American Water Works by parent RWE AG 
(A+/Negative/A-1). which is expected in 2007. The Creditwatch listing reflects 
continued uncertainty surrounding the extensive regulatory process associated 
with approving the sale, the need for an updated business plan, and completion 
of significant debt and equity offerings. 

The ratings on American Water Works and America Water Capital reflect the 
stand-alone credit quality of American Water Works. American Water Works' 
stand-alone business risk profile is '2' (excellent). (Utility business 
profiles are categorized from '1' (excellent) to '10' (vulnerable)). The 
strength of the business profile stems from insulation from competition, 
geographically diverse and largely residential markets, supportive regulatory 
environment, and the relatively low operating risk of managing groundwater and 
water treatment facilities. Uncertainty associated with American Water Works' 
IPO in 2007, increasingly stringent water quality standards, and the company's 
reliance on acquisitions to provide growth partly offset its strengths. 

and includes management's projected post-IPO debt-to-capital ratio of 45% to 
55%. We will reassess the financial risk profile when additional information 
is available concerning the company's post-IPO business plan and capital 
structure. 

Historical earnings and margins are stable, supported by healthy markets 
and regulatory recovery of operating and capital costs, although increased 
operating and capital expenses can lag regulatory recovery. For the past five 
years, funds from operations IPFO) to debt has been about 10% and FFO interest 
coverage was in the 1 . 5 ~  to 2 . 5 ~  area. Given the business risk profile of ,2, ,  
American Water Works' cash flow metrics are somewhat weak for the IA-, rating. 

businesses, the company stated that its North American Water segment, which 
includes some operations outside of American Water Works, plans to spend $3.6 
billion on capital expenditures from 2005 to 2009, compared with about $500 
million per year recently. American Water Works' increased capital spending is 
needed to upgrade aging water systems, accommodate population and economic 
growth, and comply with environmental regulations. RWE projects negative free 
cash flow and external financing to fund the higher capital spending. Over the 
intermediate term, continued customer growth and regulatory rate increases 

The ratings on the companies will remain on Creditwatch until the 

American Water Works' stand-alone financial risk profile is intermediate 

In RWE's investor presentation related to the sale of its water 
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could improve credit measures. However, improvements could be hindered if 
future regulatory rate increases do not keep pace with the company's increased 
capital spending. 

Short-term credit factors 
The 'A-2' short-term rating on American Water Works and American Water Capital 
reflects : 

Adequate consolidated liquidity, 
Stable cash flows from regulated subsidiaries, 
American Water Capital's $800 million revolving credit facility, which 

Manageable debt maturities over the next few years. 
matures on Sept. 15, 2011 (excluding extensions), and 

American Water Works has maintained adequate cash balances, typically 
exceeding $50 million, although future levels could differ after the sale by 
RWE. Uses of American Water Capital's $800 million revolving credit facility, 
which matures on Sept. 15, 2011, are targeted for backup to the company's $700 
million commercial paper program and LOCs, as needed. Financial covenants in 
the revolving credit facility include a maximum debt to capital (with 
adjustments) of 70% and restrictions on liens, distributions, debt incurred at 
American Water Works, and asset sales. The change of control provision is more 
restrictive than most revolving credit agreements as a change of control is 
defined as one entity owning 25% or m r e  of the post-IPO outstanding common 
stock or certain majority changes to the membership of the hoard of directors. 

Ratings List 
Ratings Assigned 

American Water Works Co. Inc. 
Corporate credit rating A-/Watcb Neg/A-2 

American Water Capital Corp. 
Commercial paper rating A- 2 

Ratings Affirmed 

American Water Capital Corp. 
Corporate credit rating A-/Watch Neg/ 

Complete ratings information is available to subscribers of RatingsDirect, the 
real-time Web-based source for Standard & Poor's credit ratings, research, and 
risk analysis, at www.ratingsdirect.com. All ratings affected by this rating 
action can be found on Standard h Poor's public Web site at 
www.standardandpoors.com; under Credit Ratings in the left navigation har, 
select Find a Rating, then Credit Ratings Search. 

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities 
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein 
are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make 
any other investment decisions. Accordingly, any user of the information wntained herein should not rely on any a d i t  rating or 
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings 
Services. Other divisions of Standard & Pooh may have information that is not available to Ratings Services. Standard & Poor% 
has established policies and pmcadures to maintain the wnfidentiality of non-pubiic informatim received during the ratings 
process. 

Ratings Services receives wmpensation for its ratings. Such wmpensation is normally paid either by the issuers of such 
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securities or third parties partiapating in marketing the securities. While Standard & P m h  reserves the right to disseminate We 
rating, ii receives no payment for doing so. except for subsaiptions to its publications. Additional information about our ratings 
fees is available at www.standardandpoors.mmlusra1ingsfees. 

Copyright 0 1904-2006 Standard & Poor's, a division ofThe McGraw-Hill Companies. 
All Rights Resewed. Privacy Notice 



Global Credit Research 
Rating Action 
17 OCT 2006 

Rating Actlon: American Water Capital Corporation 

Moody's assigns P-2 short-term rating to American Water Capltal 

Approxlrnately $700 million of debt securities affected 

New York, October 17,2006 -- Moody's investors Senrice assigned a Prime-2 short term rating to American 
Water Capital Corp. (Capital) in connection with its new $700 million commercial paper (CP) program. At the 
same time, Moody's affirmed Capital's existing Baal long-term senior unsecured rating and VMIG-2 short 
term rating. The outlook remains negative 

The P-2 rating considers Capital's position as a financial conduit of American Water Works Company, Inc 
(Water Works), and reflects the understanding that the existing support agreement between the two entities 
will continue to be maintained. Water Works has committed to ensure that a positive tangible net worth at 
Capital will be maintained at ail times. In addition, if Capital is unable to make timely payment of interest, 
principal, or premium on any debt issued and outstanding, Water Works has committed to provide immediate 
and timely funds to Capital. 

Capital's commercial paper program is fully backstopped by an $800 million five-year committed revolving 
credit facility. Use of proceeds under the program includes general corporate purposes and refinancing of 
existing credit lines. The backstop facility, which was signed on September 15, 2006, terminates in five years 
(201 1). has same-day b o m i n g  availability and one financial covenant permitting a maximum level of debt 
to capitalization at Water Works of 70%. The credit agreement contains a material adverse change clause 
only at the initial extension of credit; an event that occurred at the closing of the facility with the issuance of 
uc's. 

Moody's long-term rating of Baal for Capital's existing senior unsecured obligations reflects the relatively 
stable nature of the cash flows expected from Water Works' regulated water utility businesses. Also 
considered in the rating is Water WoMs plan to be divested, via initial public offering, from its current owner, 
RWE AG (AI stable), of Germany. Moody's anticipates the company's capital shcture following the spin-off, 
expected by mid-2007, will reflect a partial refinancing of Water Works' existing debt that should not result in 
a material increas in leverage but will require a significant amount of refinancing of inter-company debt with 
RWE. 

At this time, the long-term rating is constrained by the uncertainty surrounding the liquidity and capital 
structure of American Water Works post IPO. Although RWE has no obligation to guarantee payments on 
securities issued by Capital or other subsidiaries of Water Works, Moody's has historically considered the 
financial strength of RWE and its ownership of Water Works in Capital's rating. The elimination of this 
relationship will likely be viewed negatively with respect to the company's overall credit profile which could 
possibly result in a reassessment of the long and short term ratings, following the planned change of 
ownership. Apart from the anticipated IPO transaction, the negative outlook also reflects the continuing 
uncertainty SUKOUnding prospects for rate recovery and the ability of Water Works to strengthen credit ratios 
over time. We note as well that Water Works will soon be oDeratino as a stand alone entilv followina its soin- 
off from RWE, with all the financial and operating responsibilities aiached thereto as a publicly t rack  
company. 

rleaaqLarlereo n Voorhees, New "ersey. American Water Wore Company, nc. s an inairect whoiiy-owned 
subsidialy of RWE AG and s the largest investor-owned provider of water, wastewater and related services 
n Nonh America. it IS the parent company of nmerous water utiilies in the United Slates and reponed 
revenue n 2005 of $2.0 bi Lon. 

New York 
William L. Hess 
Senior Vice President 
Corporate Finance Group 
Moodv's Investors Service .. . . ~. 
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James O'Shaughnessy 
Analyst 
Corporate Finance Group 



. ' Copyright 2006, Moody's Investors Service. Inc. andlor its licensors including Moody's Assurance Company, Inc. 
(together, "MOODY'S"). All rights reserved. 
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